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Contingent or Otherwise
P I C A L example of a contingent
AT Yliability
is a note receivable discounted. Jones sells goods to Smith, who
gives a promissory note i n part payment
for the goods. Jones wishing to realize on
the note, endorses it and discounts it at his
bank. If Smith pays the note at maturity,
the relationship among Smith, Jones and
the bank is at an end in so far as that transaction is concerned.
If Smith fails to pay the note at maturity,
certain complications arise. The bank
may elect to hold Jones as endorser and in
that event Jones would have to pay. B u t
Jones has a right of action against Smith
which he may enforce and having obtained
judgment may levy against any property
which Smith may have.
From the time Jones discounts the note
at the bank until the date of maturity,
Jones has a contingent liability in connection with the note. If Smith doesn't pay,
Jones may have to, and Smith may not
pay. This in simple language is the story
of a hypothetical contingent liability.
The accounting principle regarding contingent liabilities now is well settled, at
least i n this country. Reference to any
contingent liability appears as a foot-note
on the balance sheet. This principle has
the authority of rather general practice.
In order to understand the full significance of contingent liabilities, it will be

found helpful to trace the hypothetical
case just described through to the worst
possible conclusion. Assume that Jones
pays the bank and having attempted to
levy execution on a judgment against
Smith, is unable to realize anything. Jones
then has an uncollectible debt. If Jones
has a reserve for doubtful accounts, presumably the Smith account will be written
off against the reserve.
A reserve for doubtful accounts usually
is regarded as applying against accounts
receivable from customers; not against
notes receivable. The thought of relating
it to notes receivable discounted probably
seldom occurs to anyone. Provisions for
reserves to take care of losses arising
through accounts receivable which may
become uncollectible, i f computed scientifically, are based on the experience of a
particular enterprise or on the experience
common to enterprises having the same
characteristics i n the line of business to
which the particular enterprise belongs.
Moreover, the experience rate of provision
for reserves tends to approach the ultimate
in point of soundness when it is based on
sales. If provision for uncollectible accounts is computed on the basis of loss
experience i n relation to sales, an interesting but somewhat serious question arises
as to whether cognizance need be taken in
a balance sheet by means of a foot-note
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of the fact that certain notes receivable
have been discounted.
Practical treatment of a situation involving discounted notes receivable obviously will depend upon the amount involved. A n amount insignificant in relation to the current position usually may be
ignored with impunity. In any situation
where the discounting of notes assumes
such proportions that a material amount
becomes involved, consideration must be
given to the theoretical aspect of the problem before a satisfactory practical solution
can be reached.
If there were no reserve for uncollectible
accounts, undoubtedly there would be a
contingent liability in connection with the
notes receivable discounted and the contingent liability should be disclosed through
a foot-note on the balance sheet. If a
reserve had been set up but the reserve was
confined to coverage, so to speak, of certain
accounts receivable, and the doubtful
element in other specific accounts receivable, the conclusion would be the same.
Under such circumstances no provision
would have been made for possible losses
arising in connection with failure to realize
on notes receivable, much less notes receivable discounted.
Where provision for a reserve against
trade losses has been scientifically computed and accumulated on the basis of
sales, the precise stage at which loss occurs
seems to matter little. The first asset,
complementary to sales, is accounts receivable. In the process of attempted collection, notes may replace accounts, and
cash realized through discounting may
take the place of the notes. What does it
matter then whether current capital lost
is represented by accounts receivable, or
notes receivable, or cash, as long as a reserve
has been set up to take care of the loss?
In a certain hypothetical case the
current assets are 3.5 times the current liabilities based on the following:
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Cash
$75,000
Accounts receivable 265,000
Notes receivable.. . 100,000
$440,000
Less reserve
trade losses

for
20,000

Current assets.. . $420,000
Accounts payable. . . . . . . . . $120,000
If notes receivable in the amount of
$20,000 are discounted at, say, 5%, cash
in the amount of $19,000 and discount in
the amount of $1,000 will take the place of
the notes. The current ratio then changes
slightly so that the assets are but 3.49
times the current liabilities.
If the factors represented by other accounts could remain stationary while the
discounted notes become due, the maker
fails to pay them, the endorser reimburses
the bank and charges the payment of
cash against the reserve for trade losses,
the current ratio would remain unchanged;
that is, the assets would be 3.49 times the
current liabilities. The same would be
true whether the endorser abandons hope
of collecting the amount involved from the
maker and considers the transaction closed,
or restores the note to his books and credits
the reserve for trade losses.
The theoretical conclusion to be reached,
therefore, is that if a reserve provides for
a possibility of loss on notes receivable
discounted, further reference to the matter,
by means of a foot-note on the balance
sheet, is superfluous.
Bankers, by and large, probably do not
agree with this conclusion. They are disposed as a rule to contend that failure to
call attention to the discounting of notes
is tantamount to the suppression of a
material fact. A s a consequence of this
attitude if accountants who are preparing
balance sheets for credit purposes are
desirous of cooperating with the banks
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they will mention, by way of a foot-note,
what bank credit men regard as a contingent liability.
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